WELLS

FARGO

January 31, 2014

Office of the Comptroller of the Currency Board of Governors of the Federal Reserve

400 7't Street, S.W., Suite 3E-218 System

Mail Stop gW-11 20t Street & Constitution Avenue, N.W.

Washington, D.C. 20219 Washington, D.C. 20551

Attention: Legislative and Regulatory Activities  Attention: Robert de V. Frierson, Secretary
Division Docket No. R-1466

Docket ID OCC-2013-0016 RIN 7100-AE03

RIN 1557 AD 74

Federal Deposit Insurance Corporation
550 17" Street, N.W.
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Secretary

RIN 3064-AE04

Re: Liquidity Coverage Ratio: Liquidity Risk Measurement, Standards. and
Monitoring

Ladies and Gentlemen:

This comment letter is submitted in response to the Notice of Proposed Rulemaking jointly
proposed by the Office of the Comptroller of the Currency (“OCC”), the Board of Governors of
the Federal Reserve System (“FRB”), and the Federal Deposit Insurance Corporation (“FDIC”
and, collectively, the “Agencies”) entitled Liquidity Coverage Ratio: Liquidity Risk
Measurement, Standards, and Monitoring (the “Proposed LCR Rule” or “NPR”).! The
Proposed LCR Rule generally would implement in the United States the international liquidity
standards (“International Liquidity Standards”) published by the Basel Committee on Banking
Supervision (“Basel Committee™).2

On behalf of Wells Fargo & Company (“Wells Fargo” or “We”) and its national banking
association subsidiaries, including Wells Fargo Bank, National Association, we appreciate the
opportunity to provide comments on the Proposed LCR Rule. Wells Fargo supports the
implementation of an LCR requirement in the United States that is generally consistent with the
International Liquidity Standards. While there may be instances where deviation because of

1 78 Fed. Reg. 71818 (Nov. 29, 2013).

2 The Basel Committee published the international liquidity standards in December 2010 (Basel I11:
International framework for liquidity risk measurement, standards and monitoring (December
2010)) (“Proposed Basel LCR”) and revised the standards in January 2013 (Basel III: The Liquidity
Coverage Ratio and liquidity risk monitoring tools (January 2013)).
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9 NPR at page 71840.
10 The 30 days ending October 2, 2008 represents the peak 30-day deposit attrition experienced in
Wachovia’s sweep deposit programs.



Figure 2: Wachovia Non-Affiliate Sweep Deposit Attrition
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The attrition data in the previous figures confirm the Agencies’ view that deposits that are fully
covered by insurance are materially less volatile during stressful periods. The data also confirm
that historical attrition rates are notably lower than the proposed outflow rates. In aggregate,
Wachovia’s sweep deposit program was one of the most stable deposit products across the firm,
with only approximately 7% attrition. Based on the definition of insured deposits in the
Proposed LCR Rule, fully insured deposits of both affiliated and third party sweep programs
actually increased during stress, while the deposits that are not fully insured experienced just
less than 25% attrition. The Wachovia attrition data also shows that the attrition rates for the
First Clearing third party brokered sweep deposits were substantially the same as the affiliate
brokered sweep deposits." We believe the virtually identical deposit performance during a
stressful period is primarily due to the structure of the First Clearing program, whereby
Wachovia was the only option.

We believe the Wachovia historical data represents the most relevant experience involving a
bank with a large brokered sweep deposit program facing significant liquidity degradation
during severe market stress, and we recommend the prescribed runoff rates be adjusted as
follows:

= Affiliate brokered sweep customers whose accounts are fully insured and who have multiple
relationships with the bank are unlikely to withdraw their deposit and should be treated
similar to a Stable Retail Deposit, just as any of their other deposit relationships managed
within retail banking would. As such, their deposit would be prescribed a 3% outflow rate.

11 Wachovia Corporation was the ultimate parent of First Clearing; however, the introducing broker
dealers who cleared with First Clearing were unaffiliated with Wachovia.
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Given this low observed combined attrition rate (both operational and non-operational insured
accounts), the International Liquidity Standards’ prescribed outflow rate of 5% on all insured
operational balances appears reasonable, if not conservative. Requiring a 25% runoff rate on
the insured portion of operational accounts that exceed the FDIC limit (as the US LCR proposal
does) is not supported by empirical evidence.

Given the absence of inherent differences in U.S. vs. International operational deposits and the
empirical evidence that supports the International Liquidity Standards’ prescribed 5% outflow
rate for the combined population of accounts where the entire amount is covered by deposit
insurance and the insured portions of accounts that are greater than the deposit insurance
limits, we believe the insured definition for operational accounts should revert to the
International Liquidity Standards’ definition.

13 The month of September 2008 represents the peak monthly deposit attrition experienced in
Wachovia’s wholesale deposits.






























Figure 5: Monthly Price Declines by Asset Class3¢

U.S. Treasuries Feb-80 -11.80% -7.80%
AAA Corporate Bonds Feb-80 -9.70% -7.42%
AA Municipal General Obligations Apr-87 -9.20% -8.48%
Single A Municipal Revenue Obligations | Oct-08 -10.30% -9.04%
BBB Corporate Debt Oct-08 -15.70% -12.22%

In addition to price stability, the Agencies assert that a HQLA tends to trade in high volume.
Because municipal debt is typically issued with a serial maturity structure, it is common for a
single issuer to have hundreds or thousands of individual CUSIPs outstanding. Consequently,
the municipal securities market has over one million CUSIPs outstanding, many of which do not
trade frequently on an observed basis. In the municipal securities market, aggregate trading
volumes are a more appropriate metric to consider as evidence of liquidity, however, since the
market tends to view the similarly structured securities (coupon and maturity) of an individual
obligor as reasonable substitutes from a dealer and investor perspective. For this reason, the
volume of bonds traded relative to total debt outstanding of the issuer is a more meaningful
method to assess liquidity. For example, the State of California currently has nearly 1,800
separate CUSIPs.3” While each individual CUSIP may not trade on a regular basis, a price for
any of the CUSIPs can be readily quoted by a dealer based on where other California general
obligations bonds have recently traded. In 2013, 0.30% of all State of California GO debt market
traded daily.*® In this context, the market for this issuer is active, consisting of a large number of
transactions and securities that can be easily and readily valued — even if all 1,800 CUSIPs do
not transact daily.

Assessing trading volume versus aggregate debt outstanding across asset classes, the trading
volume of municipal bonds compares favorably to other asset classes classified as HQLA.
According to data published by SIFMA, the daily trading volumes for municipal bonds averaged
0.30% of total par outstanding in 2013. In comparison, GSE debt traded 0.32% daily and

36 Values are based on monthly averages of daily or weekly yield data for the period beginning January
1925 through October 2013. Price conversions were calculated assuming par coupons equal to each
prior period's average rate. U.S. Treasury Long-Term Composite yields for January 1925 through June
2000 are sourced from the Federal Reserve's H.15 Interest Rate Tables; yield data for July 2000
through October 2013 is published by the U.S. Department of the Treasury's online Data Center. AAA
and BBB corporate bond yields are from the Federal Reserve's H.15 Interest Rate Tables. AA municipal
general obligation and single-A revenue obligation yields come from Bond Buyer data for the “20-Bond
GO Index” and “Revenue Bond Index” respectively. Price conversions assume a 20-year maturity for
the U.S. Treasury Long-Term Composite, a 25-year maturity for AAA and BBB corporate bonds, a 20-
year maturity for AA municipal general obligation and 30-year maturity for single-A municipal bonds.

37 Based on January 15, 2014 Bloomberg data, “MSRC” function results based on criteria for State of

California, GO, outstanding, taxable and tax-exempt, excluding CA ERB bonds, and excluding

derivatives.

Based on general obligation debt outstanding from the California Treasurer’s Debt Affordability

Report, as of June 30, 2013 and on trading volume data provided by the Municipal Securities

Rulemaking Board’s (“MSRB”) Electronic Municipal Market Access (“EMMA”) Trade Data via

Citigroup.
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corporate debt traded 0.19% daily. In 2008, daily trading volumes for municipal securities
averaged 0.52% of par outstanding, higher than either 2012 or 2013.39 For example, during the
fourth quarter of 2008, the daily trading volume for the State of California general obligation
debt averaged 0.42% of total par outstanding, higher than in 2013 (i.e., 0.30% of total par
outstanding).4° Both observations support the concept of right-way risk during a period of
stress, which is an element in consideration of HQLA eligibility.

Figure 6: 2013 Trading Volume by Asset Class4+

|| 'Outstanding || Avg. Daily

Asset Class Definition Market Size Trading T:: dn::rg:itly
(Shn) Volume (Sbn)

Municipal Debt All municipal debt 3,685.7 11.2 0.30%
GSEs Agency debt of Fannie Mae, Freddie Mac, Farmer

Mac, FHLB, the Farm Credit System, and federal

budget agencies (e.g., TVA) 2,049.2 6.5 0.32%
Corporate Debt All non-convertible debt, MTNs and Yankee bonds,

but excludes CDs and federal agency debt 9,561.7 18.1 0.19%
Mortgage Related | GNMA, FNMA, and FHLMC mortgage-backed

securities and CMOs and private-label MBS/CMO 8,671.6 227.5 2.62%

The Agencies note that a deep and transparent market is another fundamental determinant of
liquidity. In this respect, an asset class must be traded in the secondary market with more than
two committed market makers, involve a large number of non-market making buy and sell side
participants, and provide observable prices. The municipal market is robust in both aspects of
market participation. The Municipal Securities Rulemaking Board (MSRB) currently regulates
1,664 registered broker-dealers who provide market making functions for the municipal
market.4> In addition, municipal securities are held by a broad and diverse base of investors.
According to the Z.1 statistical release of Financial Accounts of the United States, published by
the Federal Reserve on December 9, 2013, the largest holders of municipal bonds are as follows:

39 Historical annualized par outstanding for municipal bond sector published by SIFMA on January 8,
2014. Average daily trading volume statistics for municipal bond sector published by SIFMA on
January 7, 2014, specifically consists of annualized data for 2008, 2012, and 2013.

Based on general obligation debt outstanding from the California Treasurer’s Debt Affordability

Report, as of June 30, 2008 and on trading volume data provided the Municipal Securities

Rulemaking Board’s (“MSRB”) Electronic Municipal Market Access (“EMMA”) Trade Data via

Citigroup.

41 Par Qutstanding as of 3Q2013 for each asset class published by SIFMA on January 8, 2014. Average
daily trading volume statistics published by SIFMA on January 7, 2014, specifically consists of
annualized data for 2013.

42 Data published by MRSB as of January 15, 2014.
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Figure 7: Municipal Holdings by Sector43
" Holdings % Total

{$bn) | Market
Household sector 1,639.9 44.49%
Mutual funds 620.5 16.84%
U.S.-chartered depository institutions 404.0 10.96%
Insurance Companies 331.9 9.01%
Money market mutual funds 305.1 8.28%
Other 251.2 6.82%
Life insurance companies 133.2 3.61%
Total Municipal Market 3,685.7 100%

The household sector, the largest holder of municipal bonds, reflects an extremely large number
of investors. This retail base historically has demonstrated increased demand to purchase
municipal securities when yields rise, another example of right-way risk for this asset class.

The Agencies propose that assets that can be pledged “as collateral for intraday liquidity needs
and overnight liquidity facilities in a jurisdiction and in a currency where the bank has access to
the central bank generally tend to be liquid and, as such, are appropriate for consideration as
HQLA.”#4 Municipal bonds are accepted at the Federal Reserve discount window at a 2% to 5%
haircut. By comparison, corporate bonds are accepted with larger haircuts: 3% to 6% for AAA
rated bonds, and 5% to 8% for BBB to AA rated bonds.45

In summary, municipal securities as an asset class retain the risk profile, market-based
characteristics and central bank eligibility status that are consistent with a High Quality
Liquidity Asset. In comparison to other asset classes classified as either Level 2A or L2B assets,
municipal bonds compare favorably in each liquidity criteria — even in periods of market stress.

43 Data published in Table L.211 of Z.1 Statistical Release of Financial Accounts of the United States on

December 9, 2013.

44 NPR at Section A.1(c) on Central Bank Eligibility

45 Federal Reserve Discount Window & Payment System Risk Collateral Margins Table, Effective Date:
October 19,2009, updated January 2, 2013
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Figure 8: Comparison of Liquidity Characteristics by Asset Class4¢

Largest Monthly Price HQLA
puattas | grop Since 1_;25 _ Trading Volume central Renk Figibiity || Classification
Municipal Bonds -9.2% " 0.30% Yes — 2% to 5% haircut Not Eligible
-10.3%
Investment Grade 15.7% 0.19% Yes — 3% to 8% haircut L2B
Corporate Bonds
GSEs not evaluated 0.32% Yes — 2% to 9% haircut L2A
U.S Treasuries -11.8% 4.71% Yes — 1% to 4% L1

Further, the Proposed LCR Rule allows obligations of foreign sovereign entities to either be
classified as Level 1 or Level 2A, depending on the country. The inconsistent treatment of
foreign debt versus U.S. municipal debt creates an unwarranted bias against U.S. public sector
debt. For these reasons, we recommend the Proposed LCR Rule be modified to include U.S.
investment grade municipal bonds as a Level 2 asset. We believe that the evidence supports the
Level 2A classification (consistent with International Liquidity Standards); therefore, it seems
inappropriate to have municipal bonds excluded from Level 2 altogether.

Moreover, the exclusion of this asset class from HQLA eligibility will have detrimental
consequences for the municipal market, including higher costs to municipal issuers and
taxpayer constituents. Banks, an active and important investor of long dated municipal debt,
will have less demand for municipal securities, creating negative ripple effects for the entire
municipal market. In addition, the municipal asset class, a relatively small percentage of the
total investment portfolios of U.S. depository institutions, serves as an important portfolio
diversification tool and helps to reduce systemic risk. Finally, the omission of municipal
securities from HQLA could reshape the municipal market to be less liquid, introducing
problems that otherwise do not currently exist and unintentionally undermining the original
intent of the Proposed LCR Rule. All of these characteristics underscore the important role of
the municipal bond sector in the market and further support the case for the inclusion of
municipal securities as HQLA.

HQLA Treatment of GSE Securitiess°
We continue to believe that GSE securities should receive more favorable treatment as HQLA.

Under the Proposed LCR Rule, GSE securities are subject to a 15% haircut and, coupled with
other Level 2A and 2B assets, a 40% cap of the total stock of HQLA. These limitations are likely
to incentivize banks to reduce their holdings of GSE MBS, thereby resulting in an increase in

46 This table consolidates data previously referenced and cited throughout the letter.

47 For AA municipal bonds.

48 For single A municipal revenue bonds.

49 For BBB rated corporate bonds.

50 This section is in response to Questions 3, 9, 10, 14, and 22 within the NPR as it pertains to GSE
securities.
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http://www.sifma.org/uploadedFiles/Research/Statistics/StatisticsFiles/SF-US-Agency-MBS-SIFMA.xls?n=446i7
http://www.sifma.org/uploadedFiles/Research/Statistics/StatisticsFiles/SF-US-SF-Trading-Volume-SIFMA.xls?n=28i57
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